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TAGS: EFIN, ECON, CA 

SUBJECT: MACRO-ECONOMIC IMPACT OF GOC BUDGET 

REFS: A. OTTAWA 1814; B. OTTAWA 1746; C. MONTREAL 696; 

D. OTTAWA 191 1; E. OTTAWA 1945; F. WINNIPEG 173. 

1 . SUMMARY. GOC'S APRIL 10 BUDGET WILL HAVE ONLY A MINIMAL 
IMPACT ON REAL GNP GROWTH IN 1978. IMPETUS TO GROWTH 
DERIVES FROM SALES TAX CUT WHICH SHOULD BOOST REAL INCOMES 
BY REDUCING INFLATION RATE. IN ADDITION, ACCELERATION OF 
SPENDING EXPECTED IN ANTICIPATION OF RETURN TO HIGHER SALES 
TAXES IN SEPTEMBER IN MOST PROVINCES. FY 1978/79 FEDERAL 
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BUDGET DEFICIT BASED ON OPTIMISTIC REAL GROWTH PROJECTIONS 
AND COULD WELL BE HIGHER THAN CDOLS 11.5 BILLION OFFICIALLY 
FORECAST. MOST INTEREST GROUPS FELT BUDGET WENT IN RIGHT 
DIRECTION, BUT NOT FAR ENOUGH. SOME PROVINCES, NOTABLY 
QUEBEC, SAW PROPOSED SALES TAX PACKAGE AS INFRINGEMENT ON 
PROVINCIAL JURISDICTION. ASSESSMENT OF FINANCIAL COMMUNITY 
IS THAT BUDGET WAS ABOUT BEST THAT GOC COULD DO GIVEN ITS 
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LIMITED ROOM FOR MANOEUVRE. END SUMMARY. 

2. PRICE IMPACT. IN BUDGET DOCUMENT, GOC ESTIMATES THAT 
CUTTING SALES TAXES (3 PERCENTAGE POINT CUT OVER SIX 
MONTHS OR 2 PERCENTAGE POINT CUT OVER 9 MONTHS) WOULD 
PRODUCE 1 PERCENTAGE POINT REDUCTION IN CONSUMER PRICE 
INCREASE FOR PERIOD TAX CUTS ARE IN EFFECT. THIS IMPLIES 
THAT CPI INCREASE IN 1978 WILL BE ABOUT ONE-HALF PERCEN- 
TAGE POINT LESS THAN IT OTHERWISE WOULD HAVE BEEN. IN 
REF. B EMBASSY FORECAST 7.5 PERCENT RISE IN CPI IN 1978. 

BUT NOTED THAT UPSIDE RISK TO THAT FORECAST HAD INCREASED 
DUE TO FURTHER DEPRECIATION OF CANADIAN DOLLAR IN FIRST 
QUARTER OF THIS YEAR. CUT IN SALES TAX LARGELY ELIMINATES 
THIS RISK AND COULD BRING DOWN 1978 INFLATION RATE TO 
SLIGHTLY LESS THAN 7.5 PERCENT WITH CONCOMITANT BOOST TO 
REAL INCOMES. 

3. BANK OF CANADA (BOC) OFFICIAL TOLD EMBOFF THAT BOC 
INTERNAL ESTIMATES PUT PRICE IMPACT OF TAX CUTS AT SOME- 
WHAT LESS THAN ONE PERCENTAGE POINT (0.8 - 0.9 PERCENTAGE 
POINT) DURING PERIOD CUTS ARE IN EFFECT. THE OFFICIAL ALSO 
NOTED THAT EFFECT OF CUTS DIFFICULT TO MEASURE SINCE SOME 
INTERMEDIATE GOODS AS WELL AS FINAL PRODUCTS ARE SUBJECT 
TO SALES TAX. IN ANY CASE, FULL PASS-THROUGH TO CONSUMERS 
OF SALES TAX CUTS MUST TAKE PLACE TO OBTAIN MAXIMUM BENE- 
FICIAL EFFECT ON PRICES. SLACK DEMAND CONDITIONS AND 
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CONSIDERABLE PUBLIC ATTENTION GIVEN TO PROVINCIAL MOVES 
TO CUT TAXES WILL HELP INSURE THAT FULL PASS-THROUGH TAKES 
PLACE. QUEBEC'S DECISION TO ELIMINATE SALES TAX FOR ONE 
YEAR ON SELECTED PRODUCTS (SEE REF C) MAY NOT ALTER 
ESTIMATED PRICE IMPACT OF TAX CUTS. MEASURE, UNLIKE GOC 
PROPOSAL, APPLIES ONLY TO SELECTED COMMODITIES, BUT QUEBEC 
CUTS ARE DEEPER. 

4. GROWTH IMPACT. GROWTH IMPACT OF BUDGET DEPENDS ON NET 
INFLUENCE OF:(A) SOMEWHAT FASTER GROWTH OF REAL INCOMES 
AND HENCE OF CONSUMPTION DUE TO MODERATING INFLUENCE ON 
PRICES OF SALES TAX CUTS; (B) ANTICIPATORY SPENDING IN 
ADVANCE OF RETURN TO ORIGINAL TAX LEVELS AND (C) 

DEPRESSANT INFLUENCE OF CDOLS 350 MILLION CUT IN FEDERAL 
GOVERNMENT SPENDING. CUT IN SALES TAXES BY ITSELF SHOULD 
INCREASE GROWTH OF REAL INCOME AND CONSUMPTION BY SOMETHING 
LESS THAN ONE-HALF OF ONE PERCENT. HOWEVER, THIS BOOST TO 

GNP GROWTH WOULD BE OFFSET BY CDOLS 350 MILLION CUT IN 
PLANNED FEDERAL SPENDING PROPOSED IN BUDGET. THUS, ANY 
NET INCREASE IN GROWTH FROM BUDGET PROPOSALS WILL COME 
FROM ACCELERATION OF SPENDING (PARTICULARLY ON CONSUMER 
DURABLES) IN ADVANCE OF RISE IN TAXES TO PRE-BUDGET LEVELS. 
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5. THE MAGNITUDE OF SUCH ANTICIPATORY SPENDING IS HIGHLY 
UNCERTAIN, HENCE ESTIMATE OF EFFECT ON GROWTH OF TAX CUTS 
IS SUBJECT TO WIDE MARGIN OF ERROR. GOC HAD ESTIMATED THAT 
BUDGET PROPOSALS WOULD INCREASE GNP GROWTH IN CY 1978 BY 
0.5 PERCENTAGE POINT OR LESS. POSSIBLY BY AS LITTLE AS 
0.25 PERCENTAGE POINT. THIS PROJECTION SHOULD BE REVISED 
DOWNWARD IN LIGHT OF QUEBEC'S DECISION TO ELIMINATE SALES 
TAXES FOR ONE YEAR (ENDING APRIL 13, 1979) SINCE ACCELER- 
ATION OF SPENDING WOULD NOT TAKE PLACE UNTIL FIRST QUARTER 
OF 1979. ON BALANCE, WE ESTIMATE GNP WILL BE ONLY MARGI- 
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CORR CTEDCOPY DUE TO OMISSIONS IN TEXT 

6. PRIOR TO INTRODUCTION OF BUDGET, GOC ESTIMATED THAT 
"HIGH EMPLOYMENT” BUDGET BALANCE OF ALL LEVELS OF GOVERN- 
MENT WOULD MOVE FROM SURPLUS OF CDOLS 2.0 BILLION IN CY 
1977 TO SURPLUS OF CDOLS 0.5 BILLION IN CY 1978. GOC HAD 
EXPECTED FEDERAL GOVERNMENT HIGH EMPLOYMENT DEFICIT TO 
INCREASE BY ABOUT CDOLS 2.5 BILLION TO CDOLS 4.5 BILLION 
AND SURPLUS OF ALL OTHER LEVELS OF GOVERNMENT TO RISE BY 
CDOLS 0.5 BILLION TO CDOLS 2.3 BILLION. PROJECTIONS IMPLIED 
VIRTUAL BALANCE IN HIGH EMPLOYMENT BUDGET IN CY 1978, A 
SMALL SWING TOWARD LOWER SURPLUS OF CDOLS 1.5 
BILLION, OR JUST OVER 0.5 PERCENT OF 1978 GNP. GOC OFFI- 
CIALS TOLD EMBOFF THEY DOUBTED THAT BUDGET PROPOSALS WOULD 
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GREATLY ALTER PROJECTED CHANGE IN HIGH EMPLOYMENT 
SURPLUS IN 1978. THIS IS FURTHER EVIDENCE THAT IMPACT OF 
BUDGET ON GNP GROWTH LIKELY TO BE SMALL. 

7. FISCAL IMPACT. BUDGET PROPOSES THAT FEDERAL SPENDING 
LIMITED OFFICIAL USE 
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IN FY 1978/79 BE CUT BY CDOLS 350 MILLION FROM LEVEL SHOWN 
IN FEBRUARY SPENDING ESTIMATES. (SEE REF B; ACTUAL SPENDING 
LEVELS CONTAINED IN BUDGET AND IN FEBRUARY ESTIMATES NOT 
DIRECTLY COMPARABLE SINCE BUDGET PRESENTED ON NATIONAL 
ACCOUNTS BASIS AND FEBRUARY PROJECTION SHOWN ON PUBLIC 
ACCOUNTS BASIS.) ON NATIONAL ACCOUNTS BASIS, GOC PROJECTS 
EXPENDITURES OF CDOLS 49.8 BILLION AND REVENUES OF CDOLS 
40.5 BILLION YIELDING CDOLS 9.3 BILLION CURRENT DEFICIT. 

DEFICIT ON NON-BUDGET ARY TRANSACTIONS FORECAST AT CDOLS 
2.3 BILLION, PRODUCING TOTAL FINANCING REQUIREMENT OF 
ABOUT CDOLS 11.6 BILLION (EXCLUDING FOREIGN EXCHANGE 
TRANSACTIONS). 

8. GOC FORECAST OF CDOLS 11.5 BILLION FINANCING REQUIREMENT 
IN FY 1978/79 ASSUMED 5 PERCENT GROWTH OF REAL GNP AND 

6 PERCENT INCREASE IN GNP DEFLATOR, GIVING 1 1 PERCENT 
INCREASE IN NOMINAL GNP. SHOULD NOMINAL GNP GROW MORE 
SLOWLY THAN 1 1 PERCENT, REVENUES WOULD BE LOWER THAN 
EXPECTED, EXPENDITURES POSSIBLY HIGHER AND FINANCING RE- 
QUIREMENT CONCOMITANTLY LARGER. DEPT. OF FINANCE ESTIMATES 
THAT FINANCING REQUIREMENT WOULD INCREASE BY CDOLS 500 
- 750 MILLION FOR EACH PERCENTAGE POINT ACTUAL NOMINAL 
GNP GROWTH RATE FALLS SHORT OF PROJECTED RATE. GOC'S 
ASSUMPTION OF 5 PERCENT REAL GROWTH IS HIGHLY OPTIMISTIC. 
HOWEVER, INFLATION (GNP DEFLATOR) COULD WELL BE HIGHER 
THAN 6 PERCENT ASSUMED. CONSEQUENTLY, GROWTH OF NOMINAL 
GNP IN FY 1978/79 AND MAGNITUDE OF BUDGET DEFICIT MAY NOT 
DIVERGE SIGNIFICANTLY FROM BUDGET FORECAST ALTHOUGH MIX 
BETWEEN REAL GROWTH AND INFLATION LIKELY TO BE LESS FAVOR- 
ABLE THAN FORECAST. 

9. UNDER ASSUMPTION THAT EMBASSY'S FORECASTS FOR CY 1978 
(3.6 PERCENT REAL GROWTH; 6.5 PERCENT INCREASE IN GNP 
LIMITED OFFICIAL USE 
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DEFLATOR) ARE VALID FOR FY 1978/79, WE ESTIMATE FINANCING 
REQUIREMENT OF ABOUT CDOLS 12 BILLION. COMPARED WITH GOC 
FORECAST OF CDOLS 1 1 .5 BILLION. (GOC DECISION TO FUND 
SMALLER THAN INTENDED PORTION OF SALES TAX CUTS IN QUEBEC 
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WILL REDUCE FEDERAL GOVERNMENT DEFICIT BY ABOUT CDOLS 
189 MILLION. - SEE OTTAWA 1945.) 

10. EXCHANGE RATE IMPACT. EFFECT OF BUDGET ON EXCHANGE 
MARKETS DIFFICULT TO GAUGE. SMALL INCREASE IN BUDGET 
DEFICIT AND FAVORABLE IMPACT ON INFLATION OF PROPOSED 
REDUCTION IN SALES TAXES MIGHT HAVE HAD FAVORABLE IMPACT 
ON CANADIAN DOLLAR EXCHANGE RATE. HOWEVER, ANNOUNCEMENT 
SHORTLY AFTER INTRODUCTION OF BUDGET OF HIGHER INFLATION 
AND UNEMPLOYMENT RATE IN MARCH AND GOC/QUEBEC WRANGLING 
PRESSURE IN EXCESS OF ANY (PROBABLY SMALL) BOOST THAT 
MIGHT HAVE BEEN PROVIDED BY BUDGET. 

11. COMMENT. GOC'S EFFORT TO COMBINE FISCAL RESTRAINT WITH 
POLITICAL BALANCE IN BUDGET RESULTED IN SPRINKLING OF 
BENEFITS ACROSS BROAD SPECTRUM OF INTEREST GROUPS. THUS, 
REACTION OF MOST GROUPS WAS THAT BUDGET WENT IN RIGHT 
DIRECTION, BUT NOT FAR ENOUGH. ASSESSMENT OF FINANCIAL 
COMMUNITY WAS THAT BUDGET WAS BEST GOC COULD GO, GIVEN 
LIMITED OFFICIAL USE 

LIMITED OFFICIAL USE 

PAGE 02 OTTAWA 01989 03 OF 03 190050Z 


Sheryl P. Walter Declassified/Released US Department of State EO Systematic Review 20 Mar 2014 



Sheryl P. Walter Declassified/Released US Department of State EO Systematic Review 20 Mar 2014 


LIMITED FREEDOM TO MANOEUVRE. 

12. QUEBEC DECRIED GOC'S EFFORT TO COMBINE FISCAL RESTRAINT WITH 
FUNDING OF PROVINCIAL SALES TAX CUTS AS UNWARRANTED 
INFRINGEMENT OF PROVINCIAL IURISDICTION (A "SHAMELESS RAPE" 

OF PROVINCIAL TAX POWERS, IN THE WORDS OF LEVESQUE). 

WESTERN PREMIERS HAVE ISSUED SIMILAR COMPLAINTS (SEE SEP- 
TEL). POLITICAL OPPOSITION HAS SEIZED UPON SALES TAX 
ISSUE, CHARGING THAT GOC ACTIONS MADE MOCKERY OF FEDERAL/ 
PROVINCIAL COLLABORATION ON ECONOMIC POLICY. 

13. IN EMBASSY VIEW, GOC WAS CONSTRAINED BY ECONOMIC 
CIRCUMSTANCES FROM PROVIDING STRONGER STIMULUS TO GROWTH. 

A SIGNIFICANT INCREASE IN BUDGET DEFICIT MIGHT NOT HAVE 

HAD DIRECT INFLATIONARY EFFECT (GIVEN SUBSTANTIAL EXCESS 
CAPACITY), BUT COULD WELL HAVE BEEN VIEWED AS AN IRRES- 
PONSIBLE ELECTION MOVE BY THE ALREADY JITTERY FINANCIAL 
COMMUNITY - SENDING DOLLAR FURTHER DOWNWARD, THEREBY 
GENERATING ADDITIONAL INFLATIONARY PRESSURE. IN SITUATION 
OF WEAK EXPECTED GROWTH, HIGH INFLATION RATE AND OTHER 
LIMITS ON SIZE OF MEASURES WHICH COULD BE UNDERTAKEN, CUT 
IN SALES TAXES (AS OPPOSED TO INCOME TAXES) WAS PROBABLY 
A GOOD CHOICE. TEMPORARY SALES TAX CUT:(A) HELPS REDUCE 
INFLATION; (B) RAISES DISPOSABLE INCOMES IN WAY WHICH 
MINIMIZES POSSIBILITY THAT HIGHER INCOMES WILL GO INTO 
SAVINGS; (C) CAN GENERATE CONSUMPTION SPURT - AT NO COST 
TO GOVERNMENTS - IN ANTICIPATION OF RETURN OF SALES TAXES 
TO PRE-BUDGET LEVELS. RISK OF ADVERSE PROVINCIAL REACTION 
TO PROPOSED CONDITIONAL FUNDING OF PROVINCIAL TAX CUTS 
WOULD HAVE REDUCED ATTRACTIVENESS OF THIS OPTION, BUT GOC : 
EVIDENTLY FELT IT HAD COVERED THIS BASE IN PRE-BUDGET 
CONSULTATIONS WITH PROVINCES. 
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14. STRUCTURAL MEASURES IN BUDGET, SUCH AS STIMULUS TO 
R&D AND ENERGY INVESTMENT, SHOULD PRODUCE BENEFITS OVER 
MEDIUM TERM. HOWEVER, THEIR SHORT RUN EFFECT WILL BE 
NEGLIGIBLE AND THEY WERE INCLUDED TO GIVE BUDGET NEEDED 
POLITICAL BALANCE AND BECAUSE THEY WOULD PROBABLY NOT 
COST MUCH OVER NEXT 12 MONTHS. ENDERS 
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